EXECUTIVE RECOMMENDATION
FY 2006-07 and FY 2007-08 REVENUE CHANGES

’

The Executive Recommendation for FY 2007-08 (and FY 2006-07 for some revenue items)
includes the following changes:

¢ SBT replacement

* 2% excise tax on services

¢ Decoupling from the federal estate tax

¢ Elimination of various loopholes or tax expenditures

¢* Increases in the liquor markup and tobacco products tax

¢ Sales tax cut on the difference of the price of a new vehicle and the value of the trade-in
vehicle

¢ Expansion of Club Keno games

These propbsed changes are described below; the table that follows indicates which funds would
be affected.

Single Business Tax (SBT) Replacement

The Michigan Business Tax (MBT) would replace the SBT. The MBT would be a broad-based
business tax with a 0.125% tax rate on gross receipts, assets, and weighted profits. It maintains
the $350,000 gross receipts filing threshold that exists in the SBT, and softens the $350,000
cliff that exists with the current SBT by phasing in the rate between $350,000 and $700,000 of
gross receipts. Insurance firms would continue to pay the insurance premiums tax, but at a
higher 1.25% rate.

The proposal would also eliminate the 6-mill State Education Tax and 18-mill non-homestead levy
for industrial and commercial personal property, and retain existing SBT economic development
credits (such as MEGA, Historic, Brownfield, and Renaissance Zone). In addition, two new credits
would be created: the first would target large businesses that have their headquarters located in
Michigan, and the second would provide a credit for research innovation up to $500,000
(matched by MEGA) used for small business research and development.

When considered in conjunction with the repeal of the SBT on December 1, 2007, the combined
effect of these changes would provide a net tax reduction of $81.2 million in FY 2007-08. When
compared with current law, the new MBT would increase revenue by an estimated $1,086.0 million
in FY 2007-08.

2% Excise Tax on Services
A 2% tax would be levied on selected services such as:

¢ Professional entertainment
* Construction services
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¢ |egal, accounting, and personal services
¢ Repair and maintenance services

The tax would not apply to such services as health care or education, daycare, religious services,
sales to non-profit entities or state/local governments, high school or college sports admissions,
or services currently taxed under the sales/use tax acts. Both consumers and businesses would
be subject to the tax.

Should the excise tax become effective on June 1, 2007, as proposed, the tax would generate an
estimated $477.0 million in FY 2006-07 and $1,473.9 million in FY 2007-08.

Decoupling From the Federal Estate Tax

Michigan would decouple from the federal estate tax, which is scheduled to sunset in 2010. The
tax would apply to estates with a taxable value in excess of $2.0 million if the decedent’s date of
death is on or after April 1, 2007. Assets of family-owned businesses (including family farms)
would be exempt in accordance with section 2057(e) of the IRS code. The Michigan Department
of Treasury estimates that, on average, about 350 estates would be subject to the tax in any
given year.

Because the estate tax return would not need to be filed until nine months after the date of
death, the estate tax would not yield any revenue in FY 2006-07. This change would increase
estate tax revenue by an estimated $119.2 million in FY 2007-08.

Elimination of Loopholes/Tax Expenditures
Telecommunications
International and certain interstate telecommunications (e.g., toll-free calls, WATTS lines,
interstate private networks, and international calls) are currently exempt from the use tax.
Making such telecommunications subject to the use tax would increase revenue by an
estimate $7.4 million in FY 2006-07 and $22.8 million in FY 2007-08.

Interstate Trucks and Trailers

Purchases of trucks, trailers, and parts by interstate motor companies are exempt from sales
and use taxes as long as at least 10% of the company’'s total mileage driven occurs outside
of Michigan. Eliminating this condition would mean subjecting a percentage of these purchases
to the same percentage as the number of miles driven in Michigan relative to total miles; that
is, if 30% of the carrier's total miles are in Michigan, 30% of its previously exempt purchases
would be taxable. This would increase sales/use tax revenue by an estimated $5.5 million in
FY 2006-07 and $16.9 million in FY 2007-08.

Purchases Made by Department of Corrections Inmates

Under current law, purchases made by inmates at prison stores are exempt from the sales
tax. Eliminating this exemption would increase sales tax revenue by an estimated $0.2 million
in FY 2006-07 and $0.7 million in FY 2007-08.

Insurance Company Use Tax

Under current law, insurance companies pay a tax under the SBT that is "in lieu of other
taxes except taxes on real and personal property.” This "in lieu of" provision exempts insurance
companies from the use tax on items purchased from out-of-state retailers and from the sales
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tax when they sell property at retail. Although the Executive Recommendation would subject
the insurance companies to the sales and use tax, it would primarily be a use tax issue to
eliminate the incentive for insurance companies to purchase tangible personal property from
out of state. This change would increase use tax revenue by an estimated $1.2 million in
FY 2006-07 and $3.7 million in FY 2007-08.

QOil and Gas Double Exemption

Oil and gas production are subject to a severance tax. As such, royalty income (which is
taxable at the federal level) is subtracted from federal adjusted gross income (AGIl) on the MI-
1040, Schedule 1. Court rulings have permitted additional subtractions for certain indirect
costs (such as depreciation) from the federal AGl—in essence, providing for a double exclusion.
Eliminating the explicit subtraction on Schedule 1 would eliminate this double exemption and
increase income tax revenue by an estimated $3.9 million in FY 2007-08.

Penalties and Interest

In 2002, penalties were reduced for taxpayers that fail to file a tax return, or pay a tax on
time, or pay a tax with a check that bounces. Restoring penalties for late payments of certain
income tax withholding, sales tax, and use tax generates an estimated $1.7 million in FY 2006-
07 and $5.1 million in FY 2007-08.

Vended Food

Most food sold for immediate consumption is subject to the sales tax. Hot or cold foods
dispensed from vending machines are also subject to the sales tax—except for some foods
sold through vending machines (non-alcoholic beverages, milk, and food products at or near
room temperature) which are specifically exempt. Eliminating this exemption to put vended
foods on a par with other foods sold for immediate consumption would increase sales tax
revenue by an estimated $8.8 million in FY 2006-07 and $27.2 million in FY 2007-08.

Water Softener Property Tax

Currently, water coolers and water softeners that are leased are exempt from the personal
property tax. Eliminating this exemption would subject this property to the 6-mill State
Education Tax (SET) as well as the 18-mill non-homestead millage. The 6-mill SET would
directly increase the SAF; the 18-mill non-homestead millage would be dedicated to pupil
funding at the local level. This change would result in an estimated $0.3 million increase in
revenue in FY 2007-08. '

Affiliate Nexus for Use Tax

The recommendation is to create "affiliate nexus" standard for nonresident affiliates. Nexus,
an economic presence within the state that establishes tax liability, is established by certain
business activities or real and tangible personal property held in the state. The "affiliate
nexus” standard would disregard the legal business form in opposing nexus for nonresident
affiliate companies without a physical presence in Michigan. This change attempts to take
into account business activities of businesses that have a close connection (for example:
XYZ company and XYZ.com). This change would increase use tax revenue by an estimated
$1.2 million in FY 2006-07 and $3.6 million in FY 2007-08.

WPW Fix

A 2002 Michigan Supreme Court decision (WPW Acquisition v City of Troy) barred the
implementation of Proposal A (School Finance Reform) legislation regarding property taxation
on commercial rental property. The Michigan Supreme Court ruled that an increase in value
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due to an increase in a commercial rental property's occupancy could not be used to increase
the property's taxable value beyond the constitutional assessment cap established by
Proposal A. As a result of this decision, commercial rental property taxes are based on
occupancy decreases and are not adjusted upward if the property's occupancy rate increases.
The Executive proposal would remove commercial rental property from the General Property
Tax Act and create a new specific tax that generates a FY 2007-08 estimated savings of
$5.0 million.

Increase Liquor Markup

The Michigan Liquor Control Commission (MLCC) is the wholesaler of all spirits in Michigan. The
MLCC currently sells liquor with a 65% markup (which is approximately 20% of the retail price)
prior to selling to licensees. Profits from the sale of liquor are transferred to the General Fund.
The Executive Recommendation would increase the liquor markup to 75%. This change would
increase revenue by an estimated $8.8 million in FY 2006-07 and $27.1 million in FY 2007-08.

Increase Tobacco Products Tax

The current tax on cigarettes is $2.00 per pack; the tax rate on other tobacco products (OTP) is
32% of the wholesale price. The Executive Recommendation would increase the cigarette tax by
5 cents per pack and would double the OTP tax. This change would increase revenue by an
estimated $18.1 million ($8.5 milflion from cigarettes and $9.6 million from OTP) in FY 2006-07
and $57.6 million {($21.0 million from cigarettes and $36.6 million from OTP) in FY 2007-08.

Sales Tax on the Difference

Michigan is one of only a few states that allow no trade-in allowance for the purchase of new
vehicles. The Executive Recommendation would allow a trade-in allowance for new vehicle
purchases at dealers that sell new vehicles. This change would decrease sales tax revenue by an
estimated $175.1 million in FY 2007-08.

Lottery

State Lottery is expected to expand the Club Keno game to pre-existing private organizations. It
is estimated that the expansion of the game would generate $7.5 million in FY 2006-07 and
$15.0 million in FY 2007-08.
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Single Business Tax Replacement/Modification Proposals

The Single Business Tax (SBT), which is estimated to generate almost $1.9 billion of revenue in
FY 2006-07, is scheduled to be repealed at the end of 2007. The SBT is a broad-based value
added tax. Because it is broader than a corporate income tax, it applies to almost all types of
business entities (such as C-Corporations, S-Corporations, Limited Liability Corporations (LLCs),
and partnerships). Firms with less than $350,000 in apportioned gross receipts are exempt from
the SBT.

All SBT revenue accrues to the General Fund, which is estimated to total about $8.4 billion in
FY 2006-07. Because the SBT accounts for almost 23% of General Fund revenue, several
alternative proposals have been advanced.

The only tax plans that have actually been introduced in bill form are the Michigan Business Tax
(MBT), which has been proposed by the Governor, and the Business Economic and Stimulus Tax
(BEST), proposed by the Senate Republicans. The remaining proposals have been advanced by
various organizations, but have not been officially introduced. The details of many of these plans
have been subject to periodic revision, and it is likely that some of the provisions will continue to
change as they are further refined.

Michigan Business Tax

The Michigan Business Tax (MBT) imposes a 0.125% tax rate on a broad base comprised of
gross receipts, assets, and profits. While maintaining the $350,000 gross receipts filing threshold
that exists in the SBT, the MBT softens the $350,000 cliff that exists with the current SBT by
phasing in the rate between $350,000 and $700,000 of gross receipts.

The proposal would also eliminate the 6-mill State Education Tax and 18-mill non-homestead levy
for industrial and commercial personal property, and retain existing SBT economic development
credits {such as MEGA, Historic, Brownfield, and Renaissance Zone). In addition, two new
credits would be created: the first would target large businesses that have their headquarters
located in Michigan, and the second would provide a credit for research innovation up to
$500,000 {matched by MEGA) used for small business research and development.

Business Economic and Stimulus Tax

The Business Economic and Stimulus Tax ({BEST), which is comprised of two separate taxes. The
first has a base composed of gross receipts less purchases from other firms, and business assets
less liabilities. Taxpayers would have some flexibility in choosing the weighting factors on the
two components. The rate would be determined by the Michigan Department of Treasury.

The second tax is a business income tax that builds off the federal definition of business income
with a rate of 1.2%. All businesses with more than $15 million in gross receipts would be
subject to the tax; those with less than $350,000 in gross receipts would be exempt. Firms with
gross receipts between $350,000 and $15 million could choose to pay either one of the two
taxes.
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The combined revenue from the two taxes is designed to equal $1.56 billion. In the event that
revenue exceeded this amount by more than the rate of inflation plus one percent (as measured
by the Detroit Consumer Price Index), the tax rate would be reduced in the following year so that
the combined revenue would again equal $1.56 billion, adjusted for inflation plus one percent.

Detroit Chamber of Commerce Proposal

The Detroit Chamber has proposed a “Business License Fee,” which is essentially a gross receipts
tax. Like the current SBT, it would not be restricted to just C-Corporations. In addition, a business
with less than $350,000 in gross receipts would incur no tax liability. Businesses with gross
receipts in excess of $350,000 would pay the license fee according to the following schedule:

Gross Receipts Range License Fee Gross Receipts Range License Fee
$350,001 to $500,000 $1,000 $30,000,001 to $40,000,000 $75,000
$500,001 to $750,000 $2,000 $40,000,001 to $50,000,000 $100,000
$750,001 to $1,000,000 $2,500 $50,000,001 to $60,000,000 $150,000

$1,000,001 to $2,500,000 $5,000 $60,000,001 to $70,000,000 $200,000
$2,500,001 to $5,000,000 $7,500 $70,000,001 to $80,000,000 $250,000
$5,000,001 to $10,000,000 $15,000 $80,000,001 to $90,000,000 $300,000
$10,000,001 to $20,000,000 $30,000 $90,000,001 to $100,000,000 $500,000
$20,000,001 to $30,000,000 $50,000 $100,000,001 and over $1,000,000

One of the drawbacks of this type of structure is the 16 different brackets and the corresponding
cliffs. For example, a business with $1 million in gross receipts would pay a license fee of $2,500
(0.25%). However, if the firm realizes just one additional dollar of gross receipts, its tax liability
would increase to $5,000.

Although no specific details have been provided, the Detroit Chamber has indicated that it also
supports providing some form of relief from the Personal Property Tax, which is estimated to total
almost $1.8 billion in FY 2006-07. Based on data from the 2000 tax year, the Business License
Fee would reduce revenue by approximately $500 million.

Grand Rapids Chamber of Commerce Proposal

The Grand Rapids Chamber is proposing a modified gross receipts tax called the Michigan
Business Activity Tax (MBAT). Although it would apply to the same types of firms as the SBT
and the Detroit Chamber proposal, it would impose a $150 minimum tax on firms with less than
$350,000 in gross receipts. Sole proprietorships with no employees would be exempt.

The base for the MBAT would be Michigan revenue from sales of goods and services less the
cost of tangible personal property for resale, manufacturing, leasing, or the cost of funds for
financial institutions. The base would be subject to a single rate which would not exceed 0.75%,
and which would also generate an amount of revenue no larger than 90% of current SBT, insurance
company premiums tax, and personal property tax revenue. Because these three taxes are
estimated to generate in excess of $3.9 billion in FY 2006-07, the MBAT would reduce state and
local revenue by almost $400 million. A provision of the MBAT would hold local units of
government harmless for the loss of personal property tax revenue.
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Michigan Chamber of Commerce Proposal

The Michigan Chamber has proposed two alternatives, each of which is a combination of a
business income and gross receipts tax. Unlike the Detroit Chamber proposal, the gross receipts
component would have a flat rate for all firms, although wholesale and retail trade entities would
be subject to a lower rate than other businesses. Firms with less than $350,000 of gross
receipts would be exempt from the gross receipts component, but would still be subject to the
business income tax. All firms would pay a minimum of $150. The rates would be set to provide
a net revenue reduction of approximately $500 million. In addition, approximately 75% of the
revenue would come from the gross receipts component; the remaining 25% would come from
the business income tax.

The second alternative is essentially the same except that it also provides a 50% credit against
personal property taxes paid by a firm. As a result, the gross receipts and business income tax
rates are higher so that the $500 million revenue reduction remains the same.

Wolfram Proposal

Like the Michigan Chamber approach, this approach actually consists of two separate taxes.
Unlike the Michigan Chamber’s proposal, however, a business could choose file using either of
the two methods. The primary tax would essentially be a modified value added tax with a single
tax rate of approximately 0.75%, although a business could instead choose to pay an income-
based tax with a 6% (approximate) rate. The combined impact from the two options would result
in a net revenue reduction of about $100 million, with the potential for additional reductions in
subsequent years.
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